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Impacts 
Reduced Service Quality 

Reduced Ability to Provide Service to all 
Customers 

No Incentive To Invest in Networks 

Eliminated Jobs 

Slower Deployment of New Services 

Increased Cost of Capital 

Weakened Equipment Suppliers 



Next Steps 
Current regulatory regime regarding UNE-P 
and pricing is unsustainable 

Turmoil in industry calls for quick and decisive 
action 

As long as we have carrier of last resort f >  

obligations, prices must be set to recover our 
costs 

There are many ways to solve this problem, but 
i -  

time is extremely short. Whatever direction 
the FCC moves, it must be effective in a very 
short period of time 
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Table 1 :  Access Lines Statistics for SBC 1000~1 
~ ~ ~~ 

1001 2001 3001 4001 1002 2002 

Tomi IECC'II  1l" lS 25' 6t C?€ 6; 22: 5G 532 5: 0% Y 255 
, n: 4 7 C C  ~5 OS. -4 7:  9 .  growth 2 5'; .z ?i, -., i i 

Ne1 Adds -!E -6iE -:a a e  -LQ6 -781 

UNE-P . 57: 1 ?6C i 15: 2 43: 2 76' 3 453 

Net Adds 36' 387 39s 2fL 358 692 

$0 ot l&d lmes 2 2'1 2 9% 3 6'r 4 0:. 4 7i. 5 9 .  

Retail reridenbal liner 35 e7e 35 255 34% 31518 31 :211 33 168 

9. growth i 6'. .j ,'* ~3 8 ( r  ~L 3;1 -4 9:. -5 GO.? 

Net Adds /A 423 - 3 E  -428 -385 -561 

Residential UNE-P i C  94 e? - 02 :62 656 

Ne1 Adds .E 24 -5 3 7c 44.4 

4. Of  res 1,ncr lost .3c'; .. ? wc . ; E ( .  c E'r  : 7  Pc 5' Pc 

--, 

S a u ~ e  UBSVimur: .L ~ l i m d l ~  

\\e belieye SBC has the most attractive region for USE-P pro\iders. The 3\erage monthl! bill for 1wd service is among 
the hiphest uhtle t i s  LSE-P rates xe the louest. rnahnf  11 relativel! eas? for coinpttitors to earn decent margins. This is 
espectall! uue in the .4meritzch region. h e r i t u h  and Caltiornt3 also have a large nuinkt oi dense urban areas u i t h  \el! low 
loop rates that pro\ide amplr feeding ground for reseller5 

Based un our analpis. SBC also takes the hardest hit for each retail line lost to 1 SE-P  competitors. \\'e est imate ih3t the 
ciimpan! lose> apprortmatel! 519.76 in nei revenue ptt ltnc pi month tot u i h  icidil line lobi IO iompL'iiloi~s This compares 
tv 117.89 tor l~er izon.  518.29 tor BellSouth and S14.7? for Quest In the Ame1itei'h i c y o i i .  whcst the cumpan! 15 under full- 
GIIC attack. the cornpan! lozcs approximatel! S Z l . i ?  per line per month in  net rt\cnuc The EBITDA tinpact 15 d s o  mosr 
w i . i e  a i  SBC We heltrve the compan! generales mer S l ? . i l  in  EBITD.4 per retat1 icstdenital line pi itlonth but / ,IW 

iou~hl! Si iI in EBITDA p a  month on lines converted io wholesale \ l a  L.Sl,.-ll SHC 15 the  onl) Bell io  p e r a i c  more than 
S I  Oiiof negati\e EBITD-2 pet month on i t s  uholesals line hase Thus the n c g a t ~ \ e  I:HlT1>.4 sum: hoin tela11 io  rh i4es3le IS 

i nme  than 51-N) FI hne pzr month. also the Iarpest lot the Bells m h  the other tli~cr t i l  the -513 to ~51f7 Irrng? In die 
. i i i i c i i t c h  region. this iigurr IS approximatel! -SI9 00 p a  l ine 

Linr losses to CSE-P hate shifted from the business lo the residential market. 111 thc secund quariei. LSE-P tLxA 494.ooO 
ie\iJcnud lines and  JUS^ I17.000 business lines. down fioin 3O?.(Kl(i business lines tn die itrsi quziei \ l tchi@t nas h i t  
h a d c s i  with 181.ooO lines converted from retad io wholesale tn rhc swte during the second quaner AT&T. which hepn 
marketing in Januarj 2002. c la im tu have garnered h% residential m r k c t  share in Jlichigan 5;s monlh,. Texas has 
x!~''' 

'\hc"es31e net  adds h a w  S h e d  dramatically i n  Texas. houc\ei. 3s Al&T h 3 5  plld back on 
r c h i b e l !  Iou discounts a ~ ~ l s b l e .  

i aSe5r  1otJl l ine  loss 10 dais from LXE-P Ulth  OVCt 1.57 mtlllon u-holss;lle llncs ( b f h  ( 'SE-p and TSRj In  the s131e, 

muhcltng e[lorts due 



5BC ~mmuniut ionr .  I ~ C .  liugur; 20 2w2 

We elpect line loss to continue lo ramp up in SBC territor! in the second half of 1001 and believe the cornpan! ,*il l  low 
approximately 1 miuion mtail lines V ~ E - P  in the third quarter. We belie\e that roughl? half oi thc iiiic I o s b  i n  tile 
second quarter occurred in the of june. Cons,dering the stup pou.th w h i n  the second quarter and AT6T's  enu! inlo 
the Ohio and Illinois markers In mid.J,,,,e and califom13 market in  earl! .August. our numkrs could pro\? conser \~r i \ i .  
with another 1 .2  million LXE.p line F o , e c l ~  for the fourth quarter. n e  no\\ eApsc1 resideniial line loss o i9 .  IC< and 12 6': ill 
the thud and founh quarter. respectrvel,. n,is a]so susgcsts that h! year end. IOr< oi total cwtchcd acscs, l ini .~ \I i l l  k L S E -  
P. Again. we note that our ma]ysls su&esls that ~holes3le  lines g e n m i e  negau\e EBlTD.4 on a ~ i g h t e d  2\er3ge hasis in 
2003. we e x p i  thc company to lose 3 31 

\luch depends on the compan?'s abilit? 10 secure long distance approval in California in the near term. which should 
dampen (but b! no means ehminaie) line loss while helping to offset much of the revenue loss. similar i o  thc results in 271- 
approxd Southwestem Bell states. The Adminisuative Lau Judge L A U I  in California has approved the conipan!'s 
applicauon and the full public uuliv commission to I S  expected to vole on September 19". a short deb! iron1 the resenil! 
proposcd date of August 22" A positive outcome tor the Bell could enable SBC to k f i n  rnxAetiny intsrL.4T.A se r \u 'E  i n  
California in late December. Ameritech is a different ston however. as we do nor expect lhc compan! 10 rrxene approval tu1 
long disrance in these stales unul  the second half ol 2007.  

Estimates and valuation 

Based on changes to our model resulting from t h i s  analysis. we are reducing our 1003 EPS estimate to 52.25 from our previous 
estimate of 52.36. while maintaining our 2002 EPS esiunatc ai 52.31. This uanslates io a 2.3% asciine in EPS in 2 0 0 3  versus~ 
our previous estimate for 2 1 %  growth 11 compares unfa\orabl! ui th  the 1 .85  EPS decline we coniinue io expecl lor 2 0 0 2 .  
We nou erpeci total propmuonate reYenues io dccline b! 1.3% in 2COi iolloulng the .?.9% decline in 2001 Our pre\ious 
estimatc uas suggesting a 1.1% growth in revenues We nou expect EBITDA to decline h) 1.95 versus ow previous 
assumpuon for a 0.5% grou'lh in 2003. 
SBC i s  cunenil! trading ai roughly 13.3xnur ne\ccsiimaies lor 2003 Gnen thai we do not expeci the compan! io generate 
enough gourh  io reach its 2001 EPS of 52.35 uni i l  2606. we h l i e \ e  i t  uill h. diffculi fur the compan! to outperform the 
market a i  these le\eIs. In calculating ow new I?-monh price iargel of 5.30 per share. n e  conducted a discounted cash flou 
a n a l 9 5  cmplo!in_r a 7 5  discouni rate. a terminal Lalue that assumes 2 . 1 5  perpetuii! grouih and a 205 pri\aie market 
discount 

lines. up born -7.25 million lor all of 2 0 0 2  

Kisks include management's abilii! io execute. poientid ad\c tse  ihmges in regulaiion. chan$es i n  icchnolog!. h e  effects of a 
ne& econom!. increasing competition and a large desres of opcraiinf Ieieragc 
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SBC Communiutions. Inc. A ~ ~ ~ ~ :  zoc? 

Global rating definitions and allocation 

9, of companies under for which I6 sewices 
Rating Definition coverage this rating have been 0:ovioec 

12': 52:: Strong BUY Greater tnan 20% excess return potential: nigh oegree of confioence 
30'; 3': BUY Positive excess return potential 
ccc; ?E'; Hold LON excess return potential: low degree of confidence 

4:; 2 2 : c  Reduce Negative excess return potenbal 

1 S C  Sell Greater than 2Ooib negaove excess return potential: high degree 01 
confidence 

Excess retarn: Target price, current price - i -gross divideno yield - 12montn interest rate, The 12. montn interest rate use0 IS that Of the 
companys country of incorporation, in the same currency as the predicted return. 
'Investment banking services include. but are not restricted to. acting as managertco-manager in the underwriting or placement of SeculitieS 
(wlthln the oast three years). acting as financial advisor, and'or providing corporate finance or capital-markets-related services Io a company 
or one 01 its affiliates or Subsidiaries (within the past 12 months). 
S u c e  265 A: .:s s.os o ar es a l o  an .ares as o' 3: ."le 2332 
Z 2 5  42 t s  at' a:es 0' s,3s i.ar es nas 8 x 3  8s vaiager comanage 'I : le  .ioerwr: ng 0 .3  acemenl of s e x r  nes o' t h s  cornpan) or 
one of its affiliates within the past three years 
37 Within the Dast 12 months, UBS AG. its afi iliates or subsidiaries has received compensation for investment banking services from this 
company 
80 UBS AG. its affiliates or subsidiaries expect to receive or intend to seek compensation for investmen: banking sewices from this 
company Whin the next three months 



? 



0 Downgrading BellSouth, SBC and Verizon to Hold from Buy 
- Analysis of UNE-P economics suggests pressure on profitability for the Bells 

- We now expect earnings to decline 1.8% vs. prev. expectation for 2.6% growth 
(Street estimates are for 2-5% growth ). 

- We expect long-term FCF growth of  2-3% vs prev. expectation for 3-4% growth 
1' 

* 
d Lowering Price Targets 

- New price targets based on our reduced FCF estimates in our DCF analyses: 

- BellSouth: $26 (previously $28); 

- SBC: $30 (previously $36); 

- Verizon: $34 (previously $50) 

5 We Expect Market Performance Over the'Next 12 Months 
- Attractive dividend yields should limit downside 

John Hodulik. CFA 
(212) 713-4226. john.hodulik@ubrw corn 
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Wireline Revenue 

Tolal Revenue 
EBITDA 

Net Income 
EPS 

BellSouth 
2002 2003 

~ 

Old New $change %Change Old New $change %Change 

18.421 18,312 -109 -0 6% 18,731 17,993 -738 -3 9% 

29.009 28,900 -109 -0 4% 29,582 28.842 -740 -2 516 
12.837 12.784 -53 -0 4% 13,120 12,761 3 5 9  -2 70% 

4.035 3,924 -111 -2 7% 4,217 3.836 -380 -9 0"h 

$2 14 $ 2  09 ($005) ~2 3% $2 18 !, $2 02) ($0 16) -7 3W 
. .- 

W 

%growth 
om New 

1 7% -1 7% 

2 0% -0 2% 
2 2% ~0 2 %  

4 5% ~2 2% 

! 'i g"i0 " . '  -3 fin \ 
r .  . .  

Wireline Revenue 

Total Reveniie 

EBIlDA 

Net 1iif:orne 

EPS 

2002 2003 % growth 
Old New $change %Change Old New $change %Change Old New 
38 768 38601 167 0 4 x 38884  37482  1 4 0 2  3 6% 0 3 %  7 9% 
57372  52,705 ~ 1 6 7  ~0 3% 52,937 51 535 -1,402 2 6"h 1 1 "lo 1 3% 
71 377 21 357 -20 ~0 1% 21,479 20.958 -521 ~2 4% 0 5% 1 901" 

7,811 7.462 ~ 3 4 9  -4 5% 1 1 *  ~3 3% 
, ,  I , ~ . . .  . . . . .. , 7,728 7715  -13 -0 2% 

$ 2 3 1  $2 31 ($000)  ~0 2 %  $2 36 $2 25 j  ($0 11) -4 5% 2 1% 2 3% 
. . . . . . . . 

2002 
Old New Schanoe %Chancre 

Wireline Rsvenue 40.912 40,897 -15 0 0% 

Tolal Revenue 66.737 66.722 -15 0 0% 
EBITDA 29.049 28,772 -277 -1 0% 

Ne1 Income 8,332 8.150 -182 -2 2% 
EPS $305 $ 2 9 8  ($007)  -2 2 %  

& I IIIS \ \ f i i i 4 ) ( i i y  

2003 %growth 
Old New $change %Change Old New 

39,655 39,136 -519 -1 3% -3 1% - 4  3% 

67,092 66,575 -518 -0 8% 0 5% .n 2 ~ "  

28.836 28,160 -676 ~2 3% -0 7% ~2 1% 

8587 ,a 130 -457 -5 30% 3 1 "I" ~0 2 %  

$3 12 ! $296) ($0 16) -5 1% n 7% I 

2 



0 Unbundled Network Elements (UNE) 
- The individual parts of the local telephone network (7 elements including: local 

loop, switches, transport and OSS) that ILECs are required to "unbundle" and 
lease out t o  CLECs. Competitors can lease out one or all of the available UNEs to 
pwvide service. 1, 

C Unbundled Network Element-Platform (UNE-P) 
- Use of ALL the UNEs to provide service, requiring minimal capital outlays or asset 

deployment. 

C, Retail Lines 
- Access lines sold directly t o  the end user from the ILEC. 

.r;. Wholesale Lines 
- Access lines sold t o  competitors (AT&T and MCI), which resell the lines to end 

users. 

john Hodulik, CFA 
(212) 713-4226, john.hodulik@ubrw corn 
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8 UNE-P Competition Has Intensified in Recent Months ... 
- MCl's Neighborhood Plan (commenced in April '02; exited 2Q with 800K lines) 

- AT&T (recently entered 3 SBC states [24M residential lines]; plans to  enter NJ 
(4.5M residential lines] in Sept 2002) 

- Other operators 

- Sprint i s  considering this strategy; others include Z-Tel, Talk America, and 
Supralelecom (which added 12OK UNE-P lines in FL in 2Q02) 

C. Due to More Favorable Economics of UNE-P for Competitors 
- Public Utility Commissions continue to set lower rates 

- Recent reductions in California, New York, New Jersey, Pennsylvania 

C. Second Quarter Results Revealed the Bells' Exposure 
- Over 1.1 million retail lines converted to wholesale through UNE-P in 2Q 

- SBC: 692K added vs. 358K in 1Q02; 

- BellSouth: 278K added, vs 239K in 1Q02; 

- Verizon: 110K added vs. 64K in 1Q02 

John Hodulik, CFA 
(212) 71 3-4226. john.hodulik@?uhsw.com I I I iS \\~ill~l)Lll~; 
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+ Economics of UNE-P are Worse than We Originally Expected 
- UNE-P lines generate negative EBITDA in 18 states for the Bells (60% of 

US residential lines) 

- SBC's Ameritech region is the most attractive for UNE-P competitors 

0 UNE-P Line Growth Will Be Greater than the Market Expects 
c 

- UNE-P lines can be profitable in 33 states, suggesting further entry (82% 
of US residential access lines) 

- AT&T presents the most significant threat. 

- Its 40% share of  the consumer LD market presents an immediate target 

- AT&T sees opportunities in 14-17 states, but announced entry in 8 states. 

The Bells exited 2Q02 with 7.5M UNE-P lines (5% penetration) 

2000a 2001a 2002e 2003e 2004e 2005e 
UNE-P Lines 2,923 5,652 11,152 18,146 22,367 25,136 
UNE-P Penetration 1.7% 3.4% 7.2% 12.2% 15.2% 17 3% 

John Hodulik. CFA 
(212) 713-4226. john.hodulik@ubrw corn 
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+ Long Distance Opportunity is Only a Partial Offset 
- Bells only need to add 1.3 long distance customers for each UNE-P line added to 

breakeven at revenue line 

However, the Bells need to add 5.4 long distance customers for each UNE-P line 
added to breakeven at EBlTDA line 

- UUE-P IS A N  EBITDA STORY, NOT A REVENUE STORY 

CD subs 

UNE-P subs 

LD subs I UNE.P subs 

__ 2002e 200Je 
19.905 34.524 41,460 45,223 

11,152 18.146 22,367 25,136 

1.8 1.9 1.9 1.8 

0 We Do Not Expect Near-Term Regulatory Relief 

John Hodulik. CFA 
(212) 71 3-4226, john.hodulik@ubsw.com 
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+ Anticipate that EPS Will Decline in 2003 for the Bells 
- EPS highly sensitive t o  growth in UNE-P 

EPS Impact assuming local line loss 01 Free Cash flow Impact Revenue lost EBITDA lost 

per line I mo per line I mo 1M 2M 3M 5M 1M 2M 3M 5M 
SBC $19 76 $1704  $0 04 $0 08 $0 12 $ 0 2 0  $137 $274 $411 $685 
VZ  v 89 15 26 0 04 0 09 0 13 0 22 123 245 368 614 
BLS 18 29 I 5  65 0 06 0 13 0 19 0 32 176 252 317 629 
a 14 73 1 1  98 0 05 0 09 0 14 0 24 96 193 289 481 

-~ We estimate that 8M lines lost translates into $16 OpFCF loss 

f. Summary 

Poor Economics of UNE-P + Higher UNE-P Line Loss 
= lower Profit and EPS for the Bells 

John Hodulik, CFA 
(21 2) 71 3-4226, john.hodulik@ubrw.com 

10 

mailto:john.hodulik@ubrw.com


1) Calculate Revenue Impact Per Line Lost 

2) Estimate Average Retai/COGS and SG&A per Line Based on 
Existing Wireline EBITDA Margins 

3) Calculate Wholesale EBITDA Contribution 

4) Estimate Future Line Loss in Each State 

i 

John Hodulik, CFA 
(212) 71 3-4226. john.hodulik@trt,sw r o r n  

11 



1) Calculated Revenue Impact Per Line Lost 

Local swvice revenue = 

UNE-P revenue = 

Difference 

+ Basic local 

+ Vertical Features 

+ AccesdlntralATA loll I Retail Revenue 

+ SLC 

+ LNP, 911 and other surcharges ! 

+Loop 

'Local switching (fixed R variable) 

1 Tandem switching 

+Trrvlsport 

Total revenue lost 

Wholesale Revenue 

Source UBS Warburg I L C  and company reports 

John Hodulik. CFA 
(212) 713-4226, john.hodulik@ubtw corn 
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